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I ntroduction

Indirect taxes on goods and services have always been an important part of any tax
system. This is even more so the case in low-income developing countries where indirect taxes
on internationally traded commodities have been critical sources of revenue. Domestic indirect
taxes represent all taxes on the sale, purchase, or use of the goods and services within a country.
As a country develops and international trade flows become further liberalized, the taxes on
internationally traded commodities become less important. This pattern results in a greater

reliance on domestic indirect taxes for revenue purposes.

This paper focuses on the appropriate policies for the domestic indirect tax system in
low-income countries. While the analysis is illustrated by the example of the policies and reform
process adopted by Nepal, many of the issues discussed are present in such reforms in a wide
gpectrum of low-income countries. It is clear from our analysis that many of the traditional
prescriptions for the design of a domestic indirect tax system in advanced industrial countries
must be substantially modified to make them operational in such low-income developing

countries.

Low-income countries have relied heavily on excise duties and sales taxes for revenue
purposes. In the past, excise duties were levied only on the domestic production of commodities.
Today this concept has changed somewhat because excise duties are now levied on both
domestically produced and imported goods. Excise duties are divided into three main types:
sumptuary, luxury, and benefit excises. Excise duties levied to reduce the consumption of goods
involving socialy undesirable effects are known as sumptuary excises. Excise taxes on tobacco
products and alcoholic beverages are common examples of such taxes. Excise duties levied on
goods “not considered to be essential for a minimum standard of living” are called luxury
excises; the rationale for these excises is that consumers of luxury goods (who generally belong
to higher-income groups) ought to contribute more to government revenue. These taxes tend to
be relatively revenue-elastic with respect to income growth. Benefit excises are levied on
gasoline, vehicles, tires, etc.; the revenue from this type of excise tax is frequently used for road

construction and maintenance. Excise duties are specific in nature¥they are levied on specified



commaodities, and often at specific rates. Although ad valorem excise taxes are preferred, as the
tax revenue will not be eroded to the same extent by inflation, they cause the private sector to
make changes in the organization of business so as to lower the applicable price at the point of

taxation through transfer pricing.

Taxes levied on the sale of commodities are known as sales taxes. They are generally
levied on the sale of awide rage of commodities. Unlike excise duties, sales taxes are commonly
levied on all goods and services with the exception of those specifically exempted. Sales taxes
can be divided into three main categories: turnover, single-stage and value added taxes. A sales
tax levied on sales at each stage in the process of production and distribution, without giving
credit for taxes paid at earlier stages, is known as turnover tax. A single-stage tax is levied on the
sdle at a particular stage in the process of production and distribution. A single-stage tax levied
on the sales by manufactures is called a manufacturer sales tax, while atax levied on the sales by
wholesalers is called a wholesale tax. Retail sales taxes are taxes levied on the sales by retailers
to consumers. Finaly, a value added tax (VAT) is levied on the value added by each firm in its
production and distribution activities. Thus, just like the turnover tax, the VAT is levied a each
stage in the chain of production and distribution; however, unlike the former—which is imposed
on the total sales value at each stage—VAT is effectively levied only on the value added at that
stage.

A purchase tax refers to the tax on the purchase of commodities, while a use tax applies
to commodities bought elsewhere but used or stored in the respective state. The rationale behind

the latter is that in a federal system, consumers may avoid a sales tax if they can buy smilar
commodities tax-free from neighboring states, either by mail or on the Internet. The states face
restrictions in their capacity to impose sales tax on goods and services involved in interstate

trade. Thus, a use tax isimposed over the general sales tax to avoid interstate sales tax evasion.



Revenue Importance

Domestic indirect taxes are important sources of revenue for governments in low-income
countries. Sometimes they are the largest source of revenue. As with consumption-based taxes,
these taxes are applied to large sections of the population and are relatively easy to administer.
For example, these taxes generate amost half of the total tax revenue in Nepal, and over 50
percent of that in Sri Lanka. The relative importance of the domestic indirect taxes in selected

low-income and middle-income countries may be seen below.

Table 1. Relative Importance of Domestic I ndirect Taxesin Selected
Countries

Country Domestic indirect tax revenue
as percentage of total tax revenue

L ow-Income Countries

Ethiopia (1995) 21.26
Maldives (1997 p.) 30.20
India (1997 p.) 36.04
Bhutan(1997) 36.79
Pakistan (1995) 46.74
Nepal (1998) 47.55
Sri Lanka (1997 p.) 61.65
Middle-Income countries

Philippines (1997) 32.36
Indonesia (1996 p.) 34.13
Thailand (1997 p.) 47.42
El Salvador (1997) 57.42

p. = provisiona

Source: Government Finance Satistics Yearbook 1998, International Monetary Fund
(IMF), Washington, D.C.



Given the nature of the Nepalese economy it is likely that the domestic indirect taxation
will remain an important source of the revenue in the years to come. With the reduction in the
relative position of international trade taxes and considering the difficulties in generating
additional income tax revenue, the relative importance of the domestic indirect taxes is likely to
increase in the future.

Table 2. Relative Importance of Domestic Indirect Taxesin the
Nepalese Tax Structure (1990/91- 1997/98)

Fiscal Year Domestic I ndir ect Taxes as Per cent of

Total Tax Revenue Total Revenue GDP
1990/91 46.31 35.28 3.26
1991/92 50.29 36.75 3.43
1992/93 49.25 37.91 3.47
1993/94 47.50 37.29 3.81
1994/95 45.00 36.00 4.21
1995/96 45.02 34.97 4.07
1996/97 44.55 35.82 4.03
1997/98 44.04 34.69 4.00

Source: Economic Survey 1998/99, Ministry of Finance, His Majesty’s Government of
Nepal, Kathmandu.

Asindicated in Table 2, in 1997/98 domestic indirect taxes provided 44.04 percent of the
total tax revenue, equal to 4 percent of GDP.

Of the domestic indirect taxes, the sales tax has been by far the most important source of
government revenue; after its conversion into the VAT, it will probably be an even more
important source of revenue in the years to come. As indicated in Table 3, the reative
importance of excise taxes has decreased dlightly in the second half of 1990s. These trends are in

line with the government’ s policy to rely more heavily on the sales tax/VAT and less on excises.



Table 3. Composition of Domestic Indirect Tax Revenue
(Rsin million in 1983/84 price)

Taxes 90/91 91/92 92/93 93/94 94/95 95/96 96/97  97/98

Excises 607 9591 558 561 543 589 646 780
Sales tax 1025 1188 1320 1654 1975 1948 2002 1925
Entertainment tax 20 16 20 39 30 30 32 25
Hotel tax 59 80 86 77 75 86 85 12
Air flight tax 239 74 79 96 91 94 88 93
Contract tax 88 89 113 125 165 186 174 206
Vehicle tax 12 19 24 14 18 22 30 47
Others 18 19 6 6 - - - -
Total 2068 2077 2206 2573 2897 2954 3057 3088

Source: Data based on Economic Survey 1998/99, Ministry of Finance, His Majesty’s
Government of Nepal, Kathmandu, and calculated by using consumer price index.

Guiding Principles of Domestic Indirect Tax Reform

In recent years, many governments have rationalized domestic indirect taxes. Since these
taxes play an important role in low- and middle-income countries, they have become the focal
point of tax reform programs. The current emphasis is on making these taxes broad-based,
economically neutral, transparent, and easy to administer. To this end, many countries have
introduced a VAT to replace other forms of distortionary turnover, excise, and sales taxes. For
example, in 1977 Korea introduced VAT in place of eight different taxes in order to simplify the
indirect tax system and its administration, to promote exports and capital formation, and to
preserve the neutrality of indirect taxes.* Similarly, a series of low-income countries—including
Bangladesh, Pakistan, Magnolia, Papua New Guinea, Western Samoa, Fiji, Madagascar, Ghana,
Zambia, and Uganda—introduced VAT to replace other distortionary types of domestic indirect
taxes.?

In mogt, if not al, countries the base of VAT is broader than that of the taxes it replaced.
Severa exemptions, special provisions, and the like, adopted under other forms of domestic



indirect taxes, were discontinued when the VAT was introduced. Similarly, VAT has often been
extended al the way to the retail level. It has been introduced with either a single rate or fewer
rates than those of the taxes it replaced. For example, out of the sixteen Asian countries using
VAT, twelve countries have adopted asingle VAT rate.

The design of VAT is able to accommodate many of the characteristics of the economies
of low- and medium-income countries. In these countries, because of administrative reasons,
large parts of the economy may prove to be impossible to tax while at the same time the modern
sector may be excessively taxed. Through its credit mechanism, the VAT levies atax when it is
administratively feasible to do so while at the same time preventing the tax from cascading. As
the economy expands and new goods and services are introduced, the VAT will naturally bring

these activities into the tax system.

Nepa has followed the general world trend in the field of domestic indirect taxation. In
the 1990s, Nepal completely revamped its domestic indirect tax system. The first set of reforms,
which began in 1993, had the objective of eventually leading to the adoption of a VAT. By 1996,
several reform steps had transformed the former system of excise duties on sixty-two goods, a
sales tax with five rates, and several minor service-based taxes into one consisting of a sales tax
with only one rate, complemented by a set of excise duties on ten items (fourteen items in 1998)
and a few other minor taxes. The reform of the excise and sales tax systems prior to the
introduction of the VAT was an innovative way to prepare the policy environment and the tax
administration for the introduction of a modern VAT. Without these reforms, the chances for the
successful implementation of the VAT would have been greatly reduced. After the reform of the
excise and sales tax systems and about three years of preparation of the new tax system, its
administration, and the taxpayers, the government finally implemented a modern VAT system on
November 16, 1997. The VAT has one rate of ten percent and a zero rate for exports. The aim of
the reform process was to establish a broad-based, simple, and transparent domestic indirect tax

system that would help provide an elastic source of government revenue.



Domestic Indirect Tax Reform in Nepal in the 1990s

In 1990, Nepal’s domestic indirect tax system was typical of low-income countries that
are not magjor exporters of natural resources products, and whose tax and customs administration
are weak. At that time Nepal levied eight different domestic indirect taxes. excises, saes tax,
hotel, entertainment, air flight, contract, vehicle, and video and television taxes.®> The major

developments introduced in the domestic indirect tax system in the 1990s are outlined below.

Excises

Policy

As in many low-income countries, excise duties have been the oldest source of tax
revenue in Nepal. In recent years these duties have undergone considerable changes in terms of
their coverage, rates, operation, and even relative importance. In 1990/91, excises were levied on
fifty-five types domestically produced goods. In 1991/92, the excises were extended to another
seven items. The bulk of revenue, however, came mainly from a few traditiona items, namely
alcoholic beverages and tobacco products. In reforming the excise tax system, the government
began by taking off the excise tariff on relatively unproductive items. This process was
accelerated in 1993/94 when excise taxes on thirty-two items were abolished. Excises on another

eleven items were abolished in 1994/95; currently excise taxes are levied on fourteen items only.

In 1990/91, the rate structure of excises was very complicated. Excise rates were levied
on a specific basis on certain items and on an ad valorem basis on others. In addition, on some
items rates were fixed both on a specific and on an ad valorem basis, and the effective rate was
the higher of the two. There was aso a practice of levying both specific and ad valorem rates on

some other excisable items.

Consequently, attempts were made to rationalize the rate structure of excise tax. Specific
rates were integrated into ad valorem rates and the practice of fixing rates on both specific and

ad valorem bases and effectively applying the higher of the two was discontinued. Now excise
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rates on most items (with the exception of only afew, on which rates are fixed on an ad valorem

basis) are fixed mainly on a specific basis.

Administration

Historically, excisesin Nepal were collected under a physical control system.* Under this
system, an excise inspector was posted in each factory to keep control of the production and sale
of excisable goods. A manufacturer of excisable commodities is required to complete the

following formalities for the purpose of excises:

Obtain alicense
Renew the license annually

Obtain permission for the commencement of manufacturing from the excise officer
concerned

Keep raw materials, semi-processed, and manufactured goods under the supervision of
the excise inspector

Obtain prior approval from the excise inspector and pay the excise duties before
removing the goods from factory premises

However, the physical control system (which still continues at present) has not only been
ineffective in achieving its intended objectives (i.e., raising revenue while maintaining control of
the production and sale of excisable goods), but has also proven expensive for both government
and manufacturers. The government has to post inspectors in factories, while manufacturers are
required to provide accommodation for the excise inspectors. In addition, it is inconvenient for
manufacturers to continuously have to pay money to obtain routine approvals from excise
inspectors. Findly, the collusion between manufacturers and excise officias often leads to

revenue |loss.
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Sales Tax

Policy

Just like the excise duties system, the sales tax also had undergone considerable changes
in terms of its nature, scope, and rates in recent years. In 1990/91, the sales tax was levied with
five different rates—of 5, 10, 15, 20, and 40 percent—depending on the nature of commodities
(the 40 percent rate was levied on alcohol, including beer). In 1993/94, the number of sales tax
rates was reduced to two—10 and 20 percent—and this structure continued until 1995/96. In
1996/97, a uniform rate of 15 percent was introduced. In 1997/98, prior to the introduction of
VAT, the sales tax rate was reduced to 10 percent for a while, but the imports by non-registered

sales tax importers were still subject to the higher rate of 20 percent.

Administration

The administrative procedures of the sales tax had been heavily influenced by those of
the excise system. This excise tax “philosophy” of the administration, with emphasis placed on
physical controls, notional (approved) prices, and collusion between the taxpayer and tax officer,

has been a crucial obstacle to modernizing the administration of all the tax systemsin Nepal.

In 1990/91, the sales tax was levied only at the point of import or manufacture and on
both imports and domestic products. In the case of imports, the sales tax was collected at import

points. The base of the sales tax on imports was the sum of the import value, and the amount of

import and countervailing duties (if any).

In the case of domestic products, the sales tax was levied on the sales of manufacturers,
with the base being the sum of the ex-factory price and excises, if any. For the purposes of this
tax, manufacturers—other than cottage industries—were required to register and renew their
sales tax registration annually. Since the sales tax was influenced by the legacy of excise duties,
the sales-tax-registered manufacturers were required to complete severa formalities. For
example, since the sales tax was to be levied on the actual sales price, the approval of prices by

the sales tax authorities should not have been required. In practice, however, sales-tax-registered
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manufacturers had to either get the approval of the sales tax administration for their prices, or
publish these prices in the newspapers. Under this system it was also mandatory that the sales tax
authorities stamp invoices. Sales-tax-registered manufacturers also had to submit the details of
their inventory, sales, etc., every month to the sales tax office, as well as copies of al invoices
together with the monthly tax return. In addition, they were required to submit an annua return
form and have a final annual assessment made by the sales tax officias. A taxpayer needed the

signature of the tax officer on a voucher before he could pay the tax to the bank.

Sales-tax-registered manufacturers were also required to pay an advance sales tax on the
import/local purchase of their raw materials, auxiliary raw materials, and chemicals. This
advance tax was credited against the tax on output. However, manufacturers were not alowed to
offset the tax paid on other inputs like telephone services, stationary, furniture, and egquipment.
Thus, sales-tax-registered manufacturers used to get only a partial credit for the input taxes they

paid.®

Minor Domestic I ndirect Taxes

Minor domestic trade taxes may include air flight, entertainment, contract, health, hotel,
and vehicle taxes, as well as highway improvement fees and liquor control service charges. Of
these taxes, VAT replaced the hotel, contract, and entertainment ones. The government has also
been considering integrating the vehicle tax with the loca level vehicle tax (and thus levying it
only at the local level), as well as handing over the air flight tax to the Civil Aviation Authority.
Also, since there is no judtification for the liquor control service charge, it should be abolished.
These measures, if implemented, will allow the tax administration to concentrate on more elastic

and important taxes.

Adoption of VAT

In Nepa the VAT replaced the import/manufacturing level sales tax, as well as the hotel,
contract, and entertainment taxes. This section highlights the rationale for the VAT in Nepd,

points out tax policy considerations that were important in the design of Nepalese VAT system,
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and describes the VAT preparatory and implementation processes.

Rationale for the VAT in Low-Income Countries

Nepal is typical of many low-income developing countries. Agriculture still occupies a
dominant role in the Nepalese economy. The organized sector is very small and channels of
distribution are few and not well demarcated. Accounting standards are poor in the trade sector.
Many wholesalers and retailers may not come under the VAT net immediately. So initialy the
VAT base might not be very different from that of the sales tax system. But VAT will improve
with the situation over time; as businesses get bigger, they will fall under the VAT net (which
was not the case under the import/manufacturing level sales tax). Since VAT allows taxpayers to
clam an input tax credit, there is no need to levy tax on tax and/or to apply a markup on VAT
paid on inputs of taxable sales. This means that the VAT can be applied anywhere in the
economy without leading to cascading/pyramiding because it employs a credit mechanism.
Further, exports are zero-rated under the VAT system. This means that while exporters are not
required to pay any tax on their exports, they are still entitled to claim VAT paid on the inputs of
exports. Thus VAT relieves exports from the burden of taxation through the zero rating of
exports. Since VAT is an account/transaction-based tax, there is no need for physical control or
approval of prices by the tax authorities. It will help break the tax administration’s pattern of
excise tax philosophy based on physical control—which is an impediment to the unrestricted
functioning of businesses. The implementation of a VAT in Nepa will help establish an account-
based tax system that will ensure transparency.

Broaden the Tax Base

At present, the share of the total economy in Nepal that flows through market channels—
where indirect taxes can be administratively levied—is relatively small. The potential tax base
for al indirect tax systems is at best less than 25 percent of gross national expenditure (GNE).®
The potential tax base becomes even smaller when domestic trade taxes are collected at an early
stage in the production and distribution process. Furthermore the large number of exemptions

granted on sociopolitical grounds and a weak tax administration only aggravate the problem.
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The base of the import/manufacturing point sales tax was small because of practical and
administrative reasons, and hence the agriculture and service sectors were amost entirely kept
out of the scope of the sales tax. Cottage industries were also exempt from the sales tax, and so
were a large number of items, including most foodstuffs, drugs, medical equipment, and some
educational materials. The government frequently granted exemptions for particular products,
persons, or organizations through gazette notification. Furthermore, the base of the sales tax was

legally narrow since it did not include the value added at the wholesale and retail levels.

The narrow tax base had been further eroded due to compliance weaknesses that were
tolerated both through the understatement of import value/ex-factory price and/or through
smuggling. The import duties and the sales tax on imports were collected at the same time, by
customs along with countervailing duties and an advance income tax. Hence, the total effective
tax burden at the import point could be very high, providing an incentive for the understatement
of the true value of the tax base or outright smuggling. Since the sales tax was not levied at a
stage beyond the import/manufacturing point, there was no possibility of capturing the evaded
tax at a point further down the trade channels.

In order for the tax base to be stable over time, it is necessary to limit exemptions and to
bring some of the value added at the wholesale and retail level into the tax net. To do this, it is
desirable to introduce a VAT system using the credit/invoice type of administration. Such a tax
system will gradually bring the value added at the wholesale and retail levels under the tax net as
the size of the establishments increase over time, and will reduce the incentive to understate
import value/ex-factory prices. This is because under the VAT an understatement of taxable
value at the import/manufacturing point would be corrected on subsequent levels if distributors
are subject to tax, since the credit for taxes paid on purchases would be correspondingly lower.
Over time, as more of the economy enters the formal market economy, the VAT system of

administration will automatically broaden the tax base.

Nepa currently generates more than one-third of its tax revenue from taxes on
international trade. The relative position of these taxes will decline in the Nepalese tax structure

due to the trade reforms taking place in the region, particularly in India. Furthermore, Nepal will
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not be able to levy import duties on trade that takes place within the South Asian Association for
Regional Conference (SAARC) region after the implementation of the South Asian Free Trade
Agreement (SAFTA). As a consequence, Nepa will have to become less dependent on
international trade taxes for its revenue, which is aso desirable for resource alocation reasons.
Hence for revenue purposes a VAT system is needed as an aternative to import tariffs. At the
same time, the VAT system promotes a flow of information to (and between) other tax systems,
particularly the trade taxes system since customs information is required to determine the
validity of input tax credits claimed. The VAT could not only be an effective instrument to
generate substantial revenue at customs points, but could also help streamline tax policy in
general. The VAT aso has a naturd link with the income tax. Currently, the main basis for the
income tax assessment in the case of importers is the information supplied by the customs. But
only a fraction of such information reaches the tax administration. The administration of a VAT
system could provide the information on imports, local sales, and input costs that can be used to

assist in the effective implementation of the income tax.

Even though the base of VAT may not be very broad initidly (compared to the
Organization for Economic Co-operation and Development [OECD] standards), such a system is
nevertheless desirable for low-income countries like Nepal. It collects revenue on some inputs
for goods and services even if the latter are not taxed at some stages in the distribution process.
The VAT can be collected at points where tax collection is feasible without fear of causing the
cascading since it can be applied as a credit or refunded at later stage of trade if it becomes again
subject to taxation.

16



VAT and Tax Neutrality

Incentive to Restructure Business to Avoid Taxation

An import/manufacturing level sales tax encourages manufacturers to transfer some of
their activities (like packaging and transportation) to the wholesale stage in order to lower their
overal tax liability. It also encourages manufacturers to establish artificial sales depots in order
to reduce the tax base. For example, some manufacturers might appoint their family members or
relatives as dealers, sell them goods at artificially low prices, pay less taxes, increase the dealers
margin and reap much of the profit indirectly from family members. Under these circumstances
the firms that are not involved in transferring (or are unable to transfer) some of their functions
to dealers will be subject to a higher effective tax rate than those who are cheating. Such a sales

tax is aso not neutral since its effective tax rate varies from commodity to commodity.

The VAT, however, when it extends al the way to the retail level, does not induce
taxpayers to make changes in their methods of doing business smply to avoid paying tax. The
reason for this is that the tax liability on a given commodity depends on the total value added
regardless of the number of stages through which it has passed. Hence the tax does not
encourage taxpayers to transfer some of their functions to their wholesale deaers since the latter
are also subject to VAT.

Tax Cascading/Pyramiding

An import/manufacturing level sales tax also suffers from the problem of tax cascading.
For example, in theory, the goods produced by a domestic industry, with domestic raw materials
and used by another domestic industry as inputs, were exempt from sales tax/excises (at the
recommendation of the department concerned). However, this rarely happened in practice due to
administrative complications. The end result was that excise/sales taxes were levied on inputs
that had aready been taxed without alowing any credit for the taxes previously paid. In the best
of cases, taxpayers received partial tax credit, that is, they were alowed to deduct from the
output tax the input tax paid on raw materials, auxiliary raw materials, and packaging materials
(but not the tax paid on telephone bills, office furniture, vehicle, fuels, stationery, and other

services used in their business). This means that there was scope for levying taxes upon other
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taxes, resulting in a cascading effect with a tax-induced rise in the price that was higher than the

tax amount.

Since credits, under the VAT, are given for al taxes paid on inputs, cascading is either
eliminated or at least greatly reduced. Moreover, the VAT is neutral with respect to investment

decisions’ since a credit is given for taxes paid on investment.

Relative Tax Burden of Domestically Produced Goods and Imported Goods

The import/manufacturing level sales tax discriminated against domestic products vis-a-
vis imports because the trade margin of the domestic manufacturers who carried out wholesale
functions was included under the tax base, but the trade margin of the importers who conducted
similar functions for imported goods was not. In addition, there was a chronic under-valuation of
imports. This means that even though the nominal tax rate was the same for both types of goods,
the effective rate of import/manufacturing level sales tax was higher on domestically produced

goods than on imports.

A VAT system puts imports and domestic products on equal footing, since the burden of
this tax depends upon only the final price, irrespective of the proportions of value added reported

at different stages in the process of import/production and distribution.

Taxation of Exports

An import/manufacturing level sales tax was also not attractive from the point of view of
foreign trade. Under this system, export-oriented industries were allowed to import or purchase
raw materials up to an amount certified by the Department of Industry or the Department of
Rural and Cottage Industry through a bank guarantee. This guarantee was equivaent to the
amount of excises and sales tax payable on such items. The bank guarantee was released after the
submission of the proof of the export or sale of goods in convertible foreign currencies, which
were produced using such raw materials.® Unfortunately, bank guarantees in Nepal are both

expensive and bureaucratically difficult to administer.

Furthermore, the legal provisions for the refund of the taxes levied on the inputs for
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exports have not been implemented due to the lack of ssimple, well-functioning duty drawback
and excise refund systems. Also, cascading and pyramiding effects make it difficult to refund the
exact amount of taxes levied on the inputs used for exports. All these factors make the domestic

products less competitive in international markets.

Provided that there exists an effective refund system for issuing refunds of excess credits
on exports, the VAT system should improve the efficiency and competitiveness of domestic
products on international markets by relieving exports from the burden of taxation through zero-
rating them. The statement of taxes paid (on invoices) and the absence of tax
pyramiding/cascading effects would make it possible to refund to exporters the exact amount of
the tax paid on the inputs contributing to exports. However, even under this system a
bureaucratic problem still remains, namely that of implementing a system of paying the input tax

credit refunds to exporters in an efficient and fraud-free manner.

Establishing an Account-Based System of Taxation

Prima facie, the import/manufacturing level sales tax was easy to administer since it was
collected at a few border points and one international airport (in the case of imports) and through
about two thousand manufacturers (in the case of domestic products). However, the sales tax was
unnecessarily complicated, being levied not on the actua selling prices but on notional sale
values, which included the ex-factory price/import value and the amount of excisesimport
duties. Hence, determining the tax base was complicated by problems associated with defining
the base of excises or import duties. Additionally, sales-tax-registered manufacturers of domestic
products were required to get their prices approved by tax officias. In the case of excisable
items, the manufacturers had to get not only their ex-factory prices approved by the excise
authorities, but their dealer, wholesale, and retail level prices as well. Consequently, collusion or
harassment in the price negotiations between tax officials and taxpayers were very likely to
occur. Since administrative capabilities to determine the taxable value in a redlistic way were
lacking, prices were usualy fixed arbitrarily. Taxpayers also complained that tax officials gave
their approval to raise prices but not to reduce them. As a result, manufacturers paid taxes on
previously determined high prices even if the actual prices had meanwhile fallen due to

reductions in the prices of raw materials or other market conditions. Furthermore, as earlier
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stated, manufacturers had to go through several tax formalities, starting with registration and
ending with the actual payment of the tax.

Furthermore, since for the mandatory registration under the sales tax system no threshold
was ever fixed, some small manufacturers® found themselves under the tax net. However, this
created a two-fold problem: On one hand, it was very difficult to effectively control all these
manufacturers, while on the other hand the small manufacturers found it difficult to comply with

the tax rules.

In addition to sales tax, there were other taxes (the hotel, entertainment, and contract
taxes) that were paid only by a limited number of taxpayers in various capacities. Hence, the tax
officials had to deal with the same taxpayer several times, but in connection with different taxes.
These different sets of taxes lead to a “complex and multiple relationships between traders and
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government,”~ considerably increased both the administrative and the compliance costs, and

were an impediment to the free functioning of businesses.

Since the VAT replaced the sales, contract, entertainment, and hotel taxes, it allowed the
tax administration to concentrate on a single tax with a single rate and few exemptions. Since
taxpayers also had to go through fewer formalities, the difficulties facing both parties were
greatly reduced. Also, since VAT is levied on the actua selling price, it avoids the problem
associated with the negotiation of taxable value. Moreover, small vendors are not required to

register for VAT purposes if their annual turnover is below the registration threshold level.

VAT, however, requires more effort from those businesses (mainly traders) that were not
registered for any of the taxes replaced by the VAT. These vendors, however, are relatively big
and will not find it very difficult to comply with VAT formalities since they are accustomed to
more complicated accounts maintained for income tax purposes. The Finance Act of 1997
stipulated that the purchase and sales figures submitted for VAT purposes can be used for
income tax purposes as well. This will greatly improve the current situation in which most
taxpayers complain that the income tax officials do not accept the books of accounts they
maintain. VAT will help develop of a system of invoices, which will be useful for a number of

purposes. Although many vendors will have to go through the VAT formadlities this tax will
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enhance the transparency of the tax system by eliminating the existing uncertainties,

negotiations, and subjective judgments.

Also, since the VAT is a new system of tax administration, it might help to break the
excise tax approach (based on physical control) to tax administration. In the future, the VAT
should result in fewer tax rate changes and exemptions of particular goods or services, thus

improving the domestic indirect tax system over time.

VAT Design for Low-Income Countries

In the development of the VAT a number of policy issues had to be decided so that the
particular design of Nepal’s legidation could better suit the country’s problems and needs. The
basic philosophy behind the formulation of the VAT system was to establish a smple,
transparent, and broad-based tax system, based on the principle of self-assessment, and to
eliminate all sales tax formalities influenced by the traditional excise tax mentality. Since Nepal
has an economic structure typical of low-income countries, it necessitates a VAT system design
that is somewhat different from those in more advanced European countries. Since the potential
VAT base is very small as a share of gross domestic expenditure, exemptions and zero-rating,
except for the most necessary situations, should be generally avoided. Furthermore, because
VAT isonly effectively applied to relatively few transactions, it should be as ssimple as possible:
it should have only one tax rate (in addition to the zero-rating of exports), and use exemptions

rather than zero-rating whenever relief from VAT is necessary.

Type of VAT

The selection of an appropriate type of VAT iscrucia in the formulation of aviable VAT
system. There are three possible VAT options. consumption, income, and gross domestic product
types. Since, in terms of economic efficiency, using consumption as a base for VAT provides the
least distortion, Nepal decided to adopt the consumption-type VAT. Under this type of VAT,
investment is relieved from the burden of taxation since taxpayers receive immediate credits or
refunds for the taxes paid on capital goods. Hence, the consumption-based VAT does not distort
the alocation of labor and capital in production. This type is attractive for foreign trade
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considerations, since it only taxes tradable goods once (i.e, upon being imported). The
consumption-based VAT does not create an incentive to classify capital goods as non-capital
goods, nor does it require the taxpayer to calculate depreciation expenses as the income-type
VAT would. ™

In practice, investment may not be completely relieved from the burden of VAT in alow-income
developing country like Nepal. The effective tax rate on investment is not going to be zero
because of the six-month carry-forward provisions of the excess credit'? and the likelihood that it
may not be refunded in a timely and efficient manner. Furthermore, since some capital goods are
closely tied to both business and consumption, it will be difficult to determine if the input credit
should be given. Hence if the system is administered too generoudly or too strictly, either abuses
of the tax credit refund mechanism (leading to revenue loss), or, respectively, capital goods
taxation may occur. Also, since it is impossible to monitor asset-use changes, only 40 percent of
the total input tax in the case of vehicles and airplanes, 60 percent in that of computers, and none
a al in the case of petrol is a alowed as a tax credit. But this implies that the tax is not purely
consumption-based; in redlity, the Nepalese VAT has elements of both the consumption and the
gross product VAT types, at least in the short-run. Over time, however, when practice will
become closer to theory, the Nepalese VAT will also move closer to a true consumption-type
VAT.

Methods of Tax Computation

In the design of VAT, there are three options for tax computation: addition, subtraction, and tax
credit methods. Since the addition method—under which the tax base is the sum of the
remuneration of the factors of production (i.e., the total of wages, interest, rents, and profits) is
very complicated account-wise, it is hardly used in practice. So the real choice is between the
subtraction method, which deducts purchases from sales, and the tax credit method, which

deducts input taxes paid from output taxes collected.

The subtraction method is a crude way of computing VAT and may be appropriate for taxing
only small vendors; if the VAT was levied with multiple rates, bookkeeping requirements would
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be avoided. Since Nepal adopted a single VAT rate, it was not necessary to make such a specia
provision for small vendors, especially since it was thought that the subtraction method would
face problems in identifying taxable and tax exempt items (due to Nepal’s large number of

exemptions).

The tax credit method requires less accounting since it only records the purchase and sales
invoices, and since value added is never calculated but rather obtained indirectly by deducting

input taxes from output ones.

Since invoices give the tax administrator an opportunity for cross-checking, the tax credit
method promotes better record-keeping than the other two methods. The amount of VAT paid
needs to be explicitly identified on the invoices. Since the system is invoice-driven, the
purchaser has an interest to demand a correct invoice of all purchases so as to clam the input tax
credit. In a country where invoice issuing and proper accounting systems are lacking, such a
system has the advantage of promoting transparency in taxation and modern business practices.

However, the invoice method is attractive for other reasons as well:

It works well with the consumption-type VAT.

It is smple, since taxpayers do not have to calculate value added; hence, tax
officials do not have to check these calculations.

It alows, if needed, the fixing of lower rates at early stages in the process of
production and distribution (for instance on raw materials), without causing an
overall revenue loss due to the catch-up effect.

It is attractive for foreign trade considerations, since the taxes paid on the inputs
for exports can be exactly refunded.

Tax Credit Mechanism

Under the tax credit method, a taxpayer is alowed to deduct all taxes paid (and payable)
from all taxes collected (and collectible) in the respective reporting period. In general, VAT is
applied on an accrual basis; the tax credit is given when goods are bought and is not connected

with the payment of the tax. However, in the case of small taxpayers some countries adopt a cash
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method. Under such a system, taxpayers do not have to pay taxes on their credit sales until after

they receive the money. No such mechanism was adopted in Nepal.

Under the sales tax system, credit was tied to the physical use of inputs. Such a system,
however, makes tax administration too complex. Consequently, under the VAT, the tax
calculation is made per tax period on a global basis rather than on an item-by-item or day-to-day
basis. The tax period can be one, two, or three months (or even more or less for certain types of
taxpayers), depending upon the revenue requirements, accounting standards, number of
taxpayers, work load of the tax administration, the need for refund, and so on. A monthly tax
period (a trimester for voluntary registrants) was recommended for Nepal. Tax credits are
allowed in the taxes paid on the purchase of al inputs used to produce or sell taxable items,
irrespective of their use, but on condition that it is taken within one year of the issuing of the tax
invoice. Under such a system, purchase and sale figures must be audited periodically to avoid an

overstatement of the tax credit claimed by enterprises.

VAT Coverage in Terms of Stages of Production and Distribution

Theoretically, a VAT is levied at al stages in the production and distribution process.
Sometimes, however, it is limited to certain levels only, as was, for instance, the case in
Indonesia and Bangladesh, who started with a manufacturing level VAT. In Nepal, as well, there
were requests, particularly from the business community, to limit VAT to the
manufacturing/wholesale level. As stated earlier, Nepal had already implemented a VAT-like
sales tax at the manufacturing level and had tried to implement a two-tiered sales tax system in
the case of a few commodities, which was supposed to operate like a VAT up to the wholesale
point. But the business community strongly demanded the abolition of this tax in light of the

preparation for a full-fledged VAT.

On administrative grounds, however, it is hard to justify the exclusion/inclusion of
vendors from/in the tax net on the basis of their place in the production and distribution channel.
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For instance, it is not a all clear why a small vendor at the manufacturing level should be
brought under the tax net, while a big vendor at the retail level shouldn’t. The size of businessis
more important than the place of vendor in the production and distribution chain; as stated
elsewhere, the exclusion of small vendors is justified on administrative, efficiency, revenue, and
compliance grounds. Hence keeping small vendors out of the VAT net by fixing a high threshold
is preferable to levying VAT only at some stages. That is why Nepal adopted a VAT extending
all the way to the retail level, as well as a policy of keeping small vendors out of the tax net by

means of a size threshold.

VAT has a huge advantage in that this tax can be levied on the inputs used at a certain
stage in manufacturing or distribution even if the sale at that stage is exempt from tax due to the

threshold! Most of the value added is at earlier stage(s). Thus, even if retailers are exempt from
tax due to the threshold, some tax is nevertheless collected on their inputs. Slowly, as business
establishments get larger, VAT creeps in the economy. As development takes place, total
turnover gets higher, the tax base grows and retailers come under the tax net due to the input tax
credit provision. The difference between registered and unregistered vendors will gradually
decrease over time, but in the immediate future very few vendors will be subject to tax at the

retail stage.

Geographical Coverage

There was a specia debate in Nepal regarding the application in the VAT in remote areas
where the prices are much higher than in cities due to the high transportation costs. The inclusion
of the remote areas in the VAT net would result in the rural residents paying more tax than the
urban consumers on similar goods and supplies. To address this situation four options were
suggested:

0] The exclusion of remote area from the VAT net

Since it is not easy to identify remote areas, this has to be largely an arbitrary
decision. Even if some criteria would be developed to identify areas to be excluded from
VAT, it would ill be necessary to periodically revise the list of excluded aress.

Furthermore, this might induce taxpayers to set their sales offices or business addresses
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in the excluded remote areas so as to avoid paying tax.

@i Fixing a higher threshold for remote areas

Even if in the remote areas a higher threshold is fixed, it will still be necessary to
register the vendors (if any), that have an annual turnover above the threshold. However,
it is not practical to set up an office to administer only a few taxpayers in the remote

areas.

(iii Fixing lower rates for such areas

Fixing lower rates for remote areas is not going to solve the problem either. The
reason is that there are hardly any taxpayers in the remote areas, and hence establishing
VAT offices there to collect nominal revenue (generated through lower rates) is not

justified on administrative grounds.

(iv)  No effective enforcement of VAT law in this area

The best way to handle the problem is not to enforce VAT regulations effectively
in those areas. The bulk of trade in the remote areas consists of agricultural products, of
which many are either directly exempted from VAT, being basic foods, or use-exempted
inputs. The taxpayers who conduct large taxable transactions will be registered for VAT
and controlled by VAT offices located in the nearest areas. The VAT offices will be set
up in those areas and law will be enforced more effectively once businesses grow due to

increased transportation facilities and the development of economic activities.

It is very important to adopt an appropriate policy in setting VAT rate(s). There are two

basic issues involved: one is the number of VAT rates, and the other is the level of the respective

VAT rates. Some countries have applied asingle VAT rate, while others have experimented with

multiple rates. While a single VAT rate has been criticized on equity grounds, multiple rates

have many disadvantages:
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Multiple rates break down the neutrality of the VAT since resources are diverted
from highly taxed to more lightly taxed areas.

Multiple rates complicate the tax system, since goods need to be classified
according to rates (which is not easy to do).

Taxpayers have to keep separate records of the purchases and sales made at
different rates, and tax officials should check them.

Multiple rates induce lobbying for lower rates for certain goods or services.

Multiple rates offer a scope for tax evasion since taxpayers can classify higher
rated goods as lower rated ones on sales, and vice-versafor claiming tax credits.

Some vendors may not apply the proper rates, hence discriminating among
competing suppliers.

Because of the disadvantages of multiple rates, there is a worldwide tendency to impose a single
rate, and the countries that have previously adopted multiple rates have tried to move toward a
more uniform rate structure. Nepal adopted a single rate policy from the very beginning of the
preparation for VAT. To this end, attempts were also made to move toward a uniform rate of the
sales tax: the number of sales tax rates was reduced gradually and was finally unified in 1996/97
(prior to the introduction of VAT).

The reason for the adoption of a single positive rate was to make the VAT system simple for
both taxpayers (by making bookkeeping, invoicing, and return requirement easier) and tax
administrators. Also, a single rate reduces the scope for tax evasion and hence saves the time tax
officers would be spending on checking records for this purpose. Moreover, a single VAT rate
does not induce producers and consumers to choose lower-rated goods over higher-rated ones
and may even bring about a lowering of the overall rate—which would be desirable from both

economic and administrative efficiency points of view.

A study carried out to find an appropriate rate of VAT recommended a 14 percent rate to make

the VAT system revenue neutral and hence to ensure its smooth implementation. However, it is
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better to start with a higher rate and gradualy lower it, once its revenue potentiad is realized. The
authors of this study recommended that a 15 percent rate would be a good choice, a rate that
would prevent any revenue loss. The authors state that “there always exist a number of revenue
risks that accompany the introduction of a new tax system. The tax administration in Nepal is not
as experienced or trained, as it would be desirable. Hence, some dlippage in tax compliance may
arise during the first year of the VAT implementation. Therefore, it would have been prudent to
introduce the tax with a higher rate of 15 percent to reduce the risk of revenue shortfall.”* This
rate would have actualy put an easier burden on the taxpayers than the 15 percent sales tax rate
since the taxpayers receive full input tax credit under the VAT. However, in July 1997, through
the Finance Act of 1998, the government decided to reduce the sales tax rate from 15 percent to
10 percent. However, the rate of sales tax for the imports by non-registered importers was fixed
at 20 percent. These rates remained unchanged under the VAT as well until July 10, 1998, when
asinglerate of VAT (of 10 percent) was adopted.

Exemptions

Theoretically, VAT can be levied on al goods and services. However, in practice some goods
and services are exempt for three main reasons. administrative (some goods and services, like
financial institutions, are too hard to tax); political, social, and philanthropic (some relief is given
to charities and to medical and educational goods and services, and excess credit (some goods
and services are exempt to minimize the excess credit and refund problem). The design of the
Nepalese VAT system has taken into account all these reasons (as well as several others) in

devising the exemption list. Some of these reasons are summarized below.

@ Administrative: Unprocessed food is exempt, although food (including green
vegetables and fresh fruit) served in restaurants, hotels, cafes, and similar
establishments is, by definition, considered processed. Also exempt are fresh
vegetables, fresh fruits, and financial and insurance services.

(b) Political, social, philanthropic, and merit goods. Because of their percelved
beneficial effects,'® the government wishes to encourage the consumption of merit
goods like school books, daily newspapers, and public transportation. Since it is
difficult to identify schoolbooks, it was decided to exempt all sorts of books,
magazine, and newspapers. Medical and educational services are also exempted.
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However, these sectors constitute a large part of the modern forma economy and
hence are easier to tax than much of the informal sector; so instead of zero rating
them, they are exempted, which permits the collection of some tax on their inputs.
The taxation of transportation services was also debated; at first VAT was levied
on both the transportation of goods and the long-distance transport of passengers,
but in the light of mounting opposition both were later exempted. The tax on
electricity was seriously considered, but since the government had increased the
electricity rates significantly around the time when the VAT system was being
designed, electricity was exempted from VAT, at least in the immediate future.

Excess credits: Exempting certain imports/purchases of inputs and closely
monitoring them is preferable to a refund or duty draw-back system, which aidsin
collusion between taxpayers and tax officials. So some goods are exempted to
avoid the problem of excess credit. For example, raw wool is the main input for
carpets¥s Nepal’s major export. Many small producers are involved at different
stages (including import, carding, dying, weaving, washing, and export) in the
production of carpets. Furthermore the domestic consumption of carpets and
handicrafts is very small.

Exemptions, however, are not desirable for several reasons, some of which are
outlined below:

Resources are diverted from taxed to exempted areas, resulting in economic
inefficiency.

The need to classify exempted goods results in administrative complexity and
undue pressure from influential groups to exempt their goods.

The burden on both taxpayers and tax administrators is increased, since the
former has to keep separate records of taxed and exempted commodities and
the latter has to check them.

Exemptions create loopholes for tax evasion since taxed goods may be
classified as exempted ones.

Cross-checking of invoices used to claim input tax credit becomes less
feasible.

Exemptions reduce the tax base, and hence result in higher rates levied on
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taxed goods.

Because of these reasons, a policy was originally adopted to keep exemptions to a minimum.
However, over time, due to pressure from various influencial groups, the exemption list was

expanded.

Zero Rating versus Exemption

If the objective is to completely relieve certain commodities/transactions/persons from taxation,
a zero-rating policy may be adopted. Such a policy, however, is more complicated than an
exemption-based one. Under the zero-rating system, vendors have to register, keep records, and
file returns, while VAT officials not only have to check these returns and records but also be

»16 John Due explains that a

more careful in order “to prevent fraudulent request for refunds.
zero-rating system “will aso require registration even of firms handling only zero-rated sales. It
is, therefore, desirable to keep the scope of zero-rating very limited, preferable only to exports.
VAT would not apply to the exports concerned but exports would receive input tax credit,
meaning that exports would be free from tax. If it is difficult to administer VAT on certain
goods, persons, or transactions it is better to provide exemption and collect some revenue from
inputs. Exemption is clearly preferable when for various reasons it is desirable to tax the sale of

the commodity, but the purchasing firms cannot effectively be taxed on their sales (small firms,

for example).” '

In Nepal, exports are zero-rated in order to maintain the competitiveness of Nepal ese products on
international markets. The VAT will encourage exporters to come under the official trade regime

due to the refund mechanism. Under the sales tax system any sales made in convertible foreign
currency, even in the local market, were deemed to be exports and hence were exempted from
the VAT. However, the tourist spending in convertible foreign currency on hotel
accommodation, restaurant meals, and tours was taxed. Under the VAT, al these sales on
consumption in Nepal are taxed. The goods purchased by tourists are, of course, often not
consumed in Nepal and are aso not zero-rated. To make the tax system smple, the use of the
zero-rating policy has been limited. In general, an exemption-based policy is less demanding

than a zero-rating one, but sometimes it faces administrative problems because of the need to

30



apportion the input tax credits for both taxpayers and tax collectors. Consequently, attempts were

made to keep both exemptions and zero-rating policies at a minimum.

Treatment of Special Sectors, Organizations and Transactions

Agriculture

It is difficult to levy VAT on agriculture due to both administrative and political reasons. That is
why in many countries agriculture is given specia treatment under a VAT system. Some
countries directly exempt the agricultural sector or zero-rate agricultural products, while others
allow deemed credits when agricultural products are processed. Nepal has exempted the
agricultural sector’s sales, which is perhaps easiest to implement administratively.

Financial and Insurance Services

A VAT on financial and insurance services is justified on both efficiency and equity grounds. As
Tait says, “the financial sector in most counties is considered able to bear a tax, and where most
services are taxed to exclude financia services seems both unfair and distortionary.” ¥ However,

it is difficult to define value added for these services and hence to tax them. The reason is that

“for financial services and insurance (in particular life insurance), it is argued that the price at

which those services are sold (i.e., usually in the form of the interest and premiums, respectively)

is not necessarily a true reflection of the value of services being provided by the financier or

insurer.”*® For example, “interest includes elements which reflect the risk of the loan, the real

cost of capital, the inflation rate, and a charge for the service rendered. In principle, only the last
should be taxed, but in practice it is impossible to separate out this taxable component of interest
from the rest. Because of this problem, no country subjects the full range of financia services to
a VAT.”?® An OECD report states that “the insurance premium is made up of a transfer to a
fund, which is then invested, on the saver’'s behalf, and a payment for the services involved in
running that fund. It is felt by most countries that it is not possible to arbitrarily differentiate the
premium into two payments, the contribution to be untaxed but the payment for the services to
be taxed. The difficulty of doing so is compounded with life insurance, where there are in
addition al the problems of financial services as well as those relating to insurance. Hence all

countries exempt life insurance premiums from VAT.”?! So the price paid for these services
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cannot be used as the basis for VAT under a tax credit method, which obtains the net tax liability
by imposing a tax on the sale price and by subtracting the taxes on inputs.?> Under these
circumstances, the addition method seems to be a better alternative. It results, however, in a
number of problems like the requirement of calculating profits, multiple taxation, and the

difficulty of making accurate border tax adjustments.?®

Thus, since it is difficult to bring financial and insurance services under the VAT net, they are
generally exempted.

As is the case for al less-developed countries, trying to impose a VAT on financial and
insurance services in Nepa at this time is highly unpractical. Hence, this sector has been

exempted from the VAT, which means that it will pay taxes on its inputs but not on its output.

Immovable Property

Rentals, leases, and sales of land and buildings attract special attention under a VAT system for
severa reasons. VAT is atax on consumption; since land is not consumed, it should be kept out
of the VAT net. Buildings, however, can be treated as consumer-durable (just like automobiles),
which are subject to tax. Furthermore, unlike other goods and services, land and buildings are
not frequently sold, and their transfer is commonly subject to separate taxes like registration fees,
stamp duties, etc. Thus buildings and land rentals, leases, and sales are commonly exempted

from VAT, although the construction of buildingsis taxed.

Sales of buildings almost never occur in rural Nepal—where almost 90 percent of the population
live. Each family has a separate house and, if it is needed, a new house is constructed rather than
bought. Moreover, due to social and geographical factors in Nepal, this situation is likely to
continue for severa years. The sdlling of buildings is not common in urban areas either because
of the very high land transfer tax. So a VAT levied on the sale of buildings does not seem
promising in Nepal. Thus the sale, lease, and rental of both land and buildings are exempted

under the VAT. Accommodation in hotels and similar sectors are brought under the VAT,
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however, and so are the materials used for construction and repairs.
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Government, Government Enterprises, and Local Authorities

In some countries goods and services such as transport, warehousing telecommunications,
drinking water, radio, television, etc. are supplied by both the public and the private sectors. In
such cases, for neutrality reasons, it is desirable to treat the supplies of governmental (and

related) organizations on an equal footing with those of the private sector.

Local bodies may provide services like electricity, water, sanitation, drainage, as well as
(admission to and use of) public utilities like car parking areas, public hals, swimming pools,
stadiums, public transportation, educational facilities, and national parks. Their purchases and
supplies are taxable since “the economic value of the particular activity does not depend on
whether the supplier happens to be a private firm, a statutory board or a government department.
Basing the tax on the nature of the activity rather than the identity of the supplier ensures a level
playing field. Purchasers of government supplied goods should be neither advantaged nor
disadvantaged by their choice of a government agency as the supplier.”2* If governmental goods
and services, which compete with their private sector counterparts, are exempted, they become

artificially cheaper, leading to considerable distortions in the competitive process.

When they compete with private firms, the government, governmental enterprises, and loca
bodies in Nepal are treated as suppliers of goods and services in order to avoid distortions. In

such cases, they are subject to the same VAT requirements faced by other taxable traders.

Charitable and Nonprofit Organizations

Since nonprofit organizations are involved taxable activities, there is no economic basis for
excluding them from the tax base. If their supplies are automatically exempt from VAT, the
result may be tax-induced changes in business activities, which would defeat neutrality. So if
their supplies compete with commercia ones, because of both equity and efficiency reasons, it is
necessary to tax them. Because of social reasons, a strong lobby formed to promote the
exemption of charities from the VAT. Nevertheless, since it is not easy to distinguish between
the pure charity work of nonprofit organizations and their business activities, it was decided not

to exempt automatically their supplies from the VAT.



Small Vendors

Due to their large number, small vendors are difficult to monitor. Hence, their inclusion in the
tax net would imply high compliance and administrative costs, without much revenue gain in
return. For these reasons, as well as for political ones, small vendors are generally excluded from
the VAT net.

Small vendors are defined as such on the basis of criteria such as turnover, value added, capital
investment, number of employees, and number of business establishments. Of these criteria,
turnover is the one most commonly used worldwide. Generally, the procedure is to fix a
minimum level of turnover, known as the registration threshold, and grant to the vendors having
an annual turnover below this threshold the option to register. Since value added may differ in
different lines of business (even in those with similar sales threshold levels), low-income

countries may set distinct thresholds for different types of taxpayers.

A threshold encourages vendors to artificially suppress their level of turnover just below the
threshold, or to split up their businesses in order to remain outside of the VAT net. To discourage

business splitting, the threshold may be applied to al the units of a vendor rather than to each
unit separately. Alternatively, vendors having more than one firm should be considered large

vendors irrespective of their turnover.

There is a rich world experience regarding the treatment of small vendors. Some of the specia
schemes designed include: alowing small vendors not to register, or subjecting them to
simplified VAT requirements like smplified invoices, longer accounting, return, and payment
periods; cash-basis accounting; lump sum annual taxes; surcharges; lower rate(s) on sales, higher
rate(s) on purchases, deemed input tax credit; and separate low-rated turnover taxes. Special

trestment, however, eliminates the neutrality of VAT.

Small vendors in Nepal are often illiterate, and do not maintain proper records. They are kept out
of the tax net through the provision of aregistration threshold. To keep the system simple, it was
decided to have a single threshold (at Rs 3 million) and, if need be, to finetune it later, after

some experience with this system had been gained.

35



Also to keep the system simple, Nepal adopted no special scheme for small vendors either.
However, in order to encourage small vendors to come under the VAT net, those who registered
voluntarily were granted a lengthened return period of four months (as opposed to one month,

which was the norm) .

Administrative Procedures

Registration

Any person or organization involved in taxable activities is required to register. There is no
provision for group or divisiona registration; for instance, companies within a group are
required to register separately for VAT purposes. VAT registered companies are required to levy
VAT on inter-company transactions and fulfil all VAT requirements, which leads to an increase

in both compliance and administrative costs, as well asto the possibility of tax cascading

Under a group registration system, related companies would be allowed to register as a single
entity, and intra-group transactions would be disregarded for VAT purposes. This would reduce
both the compliance and the administrative costs of VAT (by reducing the number of
registrants), would eliminate the incentive to restructure, and would avoid the cascading effects
of irrecoverable VAT when one group member sells exempted goods or services to another

group member. For all these reasons, group registration should be also considered in the future.

I nvoi ces and Bookkeeping

VAT is an invoice-driven tax and hence, for its effective implementation, the recording of the
purchases and sales on each invoice is required. But in Nepal, the practice of issuing invoices
and/or maintaining purchase and sales records has been very limited, at least for tax purposes.
This fact was carefully considered when the invoicing and bookkeeping requirements of the

Nepalese VAT system were being designed.

For VAT purposes, taxpayers are required to issue invoices of their sales and keep records of
both purchases and sales. The original idea was to ask taxpayers to provide specified sale and
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purchase information and not to issue invoices and maintain records in a specified manner. As
such, the description of invoices, and purchases and sales books were included in the VAT
regulations simply as an example. However, since according to the Ministry of Law and Justice
anything included in the regulations is mandatory, taxpayers are now required to maintain
purchase and sales books as specified in the regulations. However, with the prior approval of the

VAT Department, taxpayers can issue invoices or maintain records differently.

Additionally, for small sales, taxpayers can use an abbreviated invoice on which it is not
necessary to provide details about the buyer and to indicate VAT separately. However, due to
revenue control reasons, the buyer is not be able to claim input tax credit on the basis of the

abbreviated invoice. Hence, registered vendors may demand full invoices instead.

Return

Taxpayers are required to submit returns for each accounting period, which can be two weeks, or
one, two, three, or six months long, depending upon the revenue requirement, administrative
capability, need for refund, and so on. While shorter return periods pressure taxpayers into
paying their taxes on time, longer ones reduce both compliance and administrative costs and
avoid the problems related to credit sales and taxpayer resistance. However, particularly for
small vendors, shorter periods are preferable because the longer the tax period, the higher the
chance that the tax money will be used in consumption and hence that taxpayers will become bad
taxpayers. Additionally, longer tax periods both increase the amount of tax collected and due
(hence the incentive/greed not to pay the tax) and cause cash flow problems for the government.
So in deciding between longer and shorter return periods, the government faces a trade-off
between administrative and compliance cost issues on one hand, and timely money collections
on the other. In the case of exporters, the accounting period needs to be even shorter to avoid a
cash flow problem; since taxes are not collected on exports, financing the refunds for the input

tax credits claimed is difficult.

Because of revenue reasons, and under the influence of the monthly sales tax return system,
Nepa adopted a monthly return system. However, to both encourage registration and reduce

compliance and administrative costs for the taxpayers that register voluntarily, the return period
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isatrimester (in this way taxpayers can hold tax money for a maximum period of five months).

Generdly, registrants are required to file a consolidated VAT return that accounts for al their
commercia activities. However, some countries allow corporations and some organizations with
distinct (and separate) divisions to apply for the permission to file separate returns for their
branches or divisions. Permission to do this is generaly granted when the divisions/branches
have separate accounting systems and are identifiable by activity or location. Under the Nepalese
VAT system, however, there is no such provision; the head office is required to file a single

return with the sales and purchases made by al its branches.

Under VAT, the case for having an annua return is weak. VAT is a transaction-based tax
reported and paid in the reporting period when the transaction occurred. A few countries have,
nevertheless, made provisions for an annua return. The reason for this is that if there are
mistakes in the monthly returns, tax officials can correct them in the annua one. However, if a
mistake in a monthly return is not corrected on time, it is unlikely that it will be corrected in an
annual return. Moreover, a system of both annual and monthly returns is time consuming and
costly for the administration and businesses alike. In fact, the annual return is usualy just a way
in which governments make arbitrary assessments in an attempt to raise additiona revenue at the
end of the fiscal year.

Since the idea was to make the tax system simple and to get rid of as many tax formalities as
possible, there has been no provison for an annua return in Nepa. Instead, the tax

administration is to monitor non-filers and non-timely taxpayers, and to create a computerized

assessment for each non-filer during each accounting period when the return is not received.

Payment

Taxes can be paid in banks, in tax offices, or both. However, payments made in tax offices run
the risk of not being properly recorded, while those made in banks are safer, because the banks
have developed systems to maintain proper records. In Nepal, the taxes have to be paid in banks,
there are banks in all the places where VAT offices are located and they accept both cash and

checks.
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Another question that arises is whether the payment voucher should accompany the return. If this
is the case, then taxpayers are pressured into paying their taxes on time, because otherwise they
would suffer double penalties: both for not having submitted the return and for not having pad
the tax. However, this system is not fault-free either. If returns are accepted only if accompanied
by the proof of payment, then the taxpayers that (for one reason or another) cannot pay their
taxes will be unable to submit their returns either, thus depriving the tax administration of

valuable information on their taxable activities.

It should be noted here that the return is merely the declaration of a liability and not its actual
payment. Hence the two should be treated as separate events so as not to discourage taxpayers
from disclosing their liabilities (though, of course, tax officials could encourage the submission
of returns accompanied by payments). In this way, if the taxpayers do not pay their taxes, they
will be subject to the pendlties (including interest) for nonpayment, but not to those for non-
filing. This would even ease the work of tax officials, since they could follow up and take further
actions. On the other hand, this might induce taxpayers to submit their returns without paying the
taxes due and thus escape the penalty for non-filing and diminish their overall burden for
nonpayment. However, the interest and penalties for nonpayment are high in Nepal, and the tax
administration is expected to take prompt action in such cases. As a consequence, in Nepa it was

decided not to tie the submitting of returns to the actual payment of taxes.

Refund

The credibility and success of the VAT system depend upon the adequate functioning of a
refund of excess input credits system. Hence, such a system needs to be carefully designed and
properly implemented. In designing the refund system in Nepal, factors like export promotion,
administrative feasibility, and revenue were all carefully considered. The resulting conclusions—

about when refunds should arise under the Nepalese VAT—are summarized below:

A person who exports more than 50 percent of his total sales during any month is
entitled to claim refunds.

A person who has an excess of tax credits during a period of six consecutive
monthsis also entitled to claim refunds.

39



Accredited diplomats, foreign agencies, and foreign-funded projects are also
entitled to refunds of the VAT paid on their purchases.

A tourist refund scheme was also discussed and developed, but ultimately it was not adopted.
Tourism is a large part of the economy in terms of generating employment. Trekkers spend on
average about $8 per day (probably on lodging and consumables) for a period of, on average,
twelve days. A tourist VAT refund system might result in numerous claims, but the total amount
may not be large, leading to high administrative costs and exhausting the department’s limited
human resources. We should aso bear in mind that a 10 percent VAT would not make much of a
difference to rich tourists. Handicrafts, one of the major tourist exports, are exempted from VAT
and so are their inputs. Since the handicrafts are usually bought from small retailers who are not
registered (being below the threshold) the amount of VAT to be refunded may be very small.
Handling a tourist refund scheme is difficult in itself, but the cross-border trade with India and
the foreign exchange control system further complicate things. Furthermore, tourist refunds
could easily lead to a revenue loss and an open loophole for fraud. Consequently, some countries
(like Singapore) fix a minimum refund limit, while others (like Cyprus, Fiji, and Thailand) do
not have a tourist refund system at all— though the tourism sectors in these countries

continuously lobby for one.

Appeal System

Under a modern tax system like VAT, an efficient appea system must also be established. Since
the Revenue Tribunal in Nepal, which had been set up to handle tax-related cases, had not been
functioning efficiently and since it was not easy to streamline it immediately, setting up a
revenue consideration board was considered. This board must announce its decision within one
year after the date of application (in which case the taxpayers would have to submit the
specified), or the decision would be considered to be in favor of the taxpayers. This proposal was
ultimately dropped in the parliament; nevertheless, it should probably be included in future
amendments to the law in Nepal, and is recommended for implementation in any developing

country implementing a VAT.

VAT Development®
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The idea of introducing a VAT in Nepal was recommended by the Task Force on Economic
Policy Reform appointed by the government in 1991.%° The Eighth Plan document prepared in
1992 also emphasized adopting a VAT (in the place of several minor commodity taxes) in order
to establish a sustainable source of government revenue. VAT has aso been recommended in

one form or the other in most budget speeches since 1992/93.

The entire process began in September 1993 when a VAT task force was called upon to make the
necessary preparations for the introduction of VAT. A VAT steering committee was also set up

to evaluate and monitor the VAT preparatory activities.?’

The VAT law was drafted in 1994, after having been discussed in depth at severa stages with
the VAT task force, the Secretary of the Law Reform Commission, and various business groups.
The draft was then reviewed by the VAT Steering Committee and sent to various business
groups—including the Federation of Nepal Chamber of Commerce and Industry (FNCCI)— for

comments.

On December 3, 1995, the VAT hill was presented to the parliament. It was referred to the
Finance Committee, which discussed it on December 24, 25, and 26, 1995. On December 27,
1995, the Finance Committee sent the VAT hill back to the parliament, together with its report
for the amendment of a few provisions. The Lower House of Parliament passed the VAT hill on
December 30, 1995, and the Upper House of the Parliament passed it on January 4, 1996.
Finaly, the VAT bill got the royal seal on March 20, 1996.

The VAT regulations were drafted in July 1996. Like the VAT hill, the regulations were
discussed at different stages and were finally passed by the Cabinet on January 27, 1997.

The operational manua was initially drafted in 1996 and was finalized in the fall of 1997. The
Government of Nepal approved it on September 21, 1997. The manual facilitates daily

administration and reduces the risk of different interpretations of tax laws by different officials.

A number of computer user manuals have been produced as well.
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Taxpayers Education Program

Before the tax was introduced, a comprehensive VAT educational program was launched, which
intensified in 1996 and 1997. The initia focus of these programs was explaining to the business
community the rationade and the working of VAT, and getting input from them for the
refinement of the draft VAT law.

At later stages, the educational programs were extended to other categories of the population,
including consumers and parliamentarians. The main activities carried out in this respect

included the following:

Interaction Programs

Seminars and public speeches were organized in different places for various groups. For
example, the members of VAT interaction groups came from the FNCCI, and severa district
chambers of commerce and industry, commodity associations, and professional organizations.
Similarly, VAT presentations were made during programs arranged by different bodies and
organizations, including training centers, universities, campus organizations, schools, rotary
clubs, professional bodies, UN organizations, members of parliaments, diplomats, journalists,

and so on.

Brochures, Articles, Posters, and Video Films

Severa brochures in both English and Nepali were also prepared and distributed on alarge scale.
Complementing these brochures, many national newspapers published articles on various aspects
of VAT. Different posters, three VAT video films, and many television and radio programs were

also prepared.

Information was disseminated through the media on a large scale. In 1997 a local advertising
company was hired to carry out information campaigns through media as diverse as television,
radio, newspapers, posters, brochures, etc. Basic information like the date of the introduction of
VAT, the period within which taxpayers must register, the deadline for submitting returns and

tax payment, the description of the VAT accounting system, and the penal provisions, were
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widely advertised through the media.

Visits/Telephone Calls

An extended VAT information service was aso provided to both business callers and the genera

public. Attempts were also made to educate taxpayers through visits made by tax officers.

Administration, Computerization, and Training

Organizational Sructure

The Sales Tax and Excise Administration was made responsible for the administration of VAT,
and eighteen field offices were set up under this department. Its organizational structure was not
functional, however; the same officer was responsible for registration, assessment, and

collection, which made the system corruption-prone.

Since this organizationa structure was not adequate for the implementation of VAT, it was
recommended to adopt an organizational structure based on functional line and hierarchy of
personnel responsibility.?® The new system was largely accepted and hence in July 1996 it was
approved and implemented. Under the new structure, on the basis of the function of VAT
administration, several sections and subsections were created; among these, most important are
the large taxpayer, tax refunds, taxpayer services, tax audit and investigation, internal
monitoring, collection, registration, and computer sections. In all, there are seventeen field

offices under the VAT Department.

Computerization

To effectively implement the VAT, it is essential to computerize its administration. For example,
though the tax audit is an integral part of the administration of VAT, it is, nevertheless,
impossible to verify information about al the taxpayers and hence some criteria must be
developed for the selection of audits. Computerization helps in this respect by selecting suspect
cases for auditing (which would be very difficult to do manually) and by detecting non-filers,
non-payers, and so on. In light of these issues, a comprehensive computerization system has been
developed in Nepal.

43



The VAT Department was the first to be computerized in the revenue administration. A local
area network (LAN) was established in the department and several modules such as registration,
returns, payments, refunds, computerized accounting systems, and computer generated
assessments for taxpayers that failed to file tax returns. The computer selection of taxpayers for

verification and audit were also developed, tested, and implemented.

Under the centralized data processing system, documents like the application for VAT
registration, VAT returns, and payment vouchers are received first by the VAT offices and then

are batched to the VAT Department. Data entry and processing is done in the computer section
of the VAT Department and the necessary printouts are then sent to the VAT offices. The
computer system provides items like registration certificates, a registrants’ list, a non-filers list,
posting reports, outstanding reports, audit trial reports, refund claims, revenue reports, suspended

reports, and closing reports, all of them generated by the taxpayers and by VAT offices.

After gaining some experience in central-level computerization, it was decided to computerize
field offices as well in several phases. This process began on an experimental basis in September
1998 and was completed by March 1999. Under the decentralized system, the VAT offices enter
data and transmit them to the Central Department, which in turn validates the batches transmitted
by the VAT offices, posts the data into the taxpayers accounts, and transmits the outputs back to
the VAT offices.

The decentralized data processing system has helped to provide data on time, and since the
computerization is done at the VAT offices, the time lost with mailing (two weeks or more in
some cases) was eliminated as well. Moreover, under this system it is easier for the tax officers
to correct errors since they can obtain data by simply telephoning or visiting the concerned
taxpayers under their area of jurisdiction. Taxpayers are also better served since their accounts

are updated regularly.

Personnel System

The personndl system of the Sales Tax and Excise Administration was not adequate for the
implementation of VAT either. Out of the total 471 posts, 47 were gazetted (officer level) and



424 non-gazetted (assistant level—including typists, drivers, and peons). The very large number
of non-gazetted level posts were occupied by officias with very low levels of education and who

had previously worked for the excise administration—run under the physical control system.

The examination of the personnel system in light of the VAT implementation resulted in the
recommendation of a new personnel system. Consequently, the number of gazetted officers
increased to 120, while the number of non-gazetted personnel was reduced to 261, including
accountants, computer operators, and 113 are peong/drivers. (The total number of staff increased
only marginaly, that is, from 471 to 494). Most of these changes occurred before the
introduction of VAT.

Training

Since VAT was a new concept in Nepal, it was decided that before assigning particular jobs to
the officers recruited for the VAT administration, they should first be trained on various aspects
of VAT. Consequently, various training programs were organized not only for the VAT
personnel, but aso for the officials of other organizations, which are directly or indirectly

involved in VAT implementation.

The training programs continued even after the introduction of VAT, the ones organized before
the introduction of VAT were more general, while those organized afterwards were more
specific, addressing issues like refunds, collection, accounting, and auditing. In addition, every
two months, workshops for the chiefs of VAT offices were also organized, with the purpose of
sharing experiences, discussing implementation problems, finding out solutions, and informing
the chiefs about the new procedures. Also, some officials were sent to Bangladesh, Indonesia,
Canada, Singapore, Denmark, and Thailand (to study the VAT systems in these countries) and to
the Netherlands and Germany (to attend VAT courses and to observe the operation of the Dutch

and German VAT systems).

A number of training programs also focused on computerization. The training (of data entry
clerks and others) was first provided with the use of the registration module and later with

batching procedures and various aspects of the VAT application.
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VAT Implementation

Initidly it was planned to implement the VAT Act in mid-April 1997 and to give taxpayers a
period of ninety days for registration. Hence, VAT was supposed to be collected starting with the
beginning of the fiscal year 1997/98 (July 16, 1997). However, due to the government change in
April 1997, the introduction of VAT was postponed for four months. According to the new
schedule, the VAT Act came into force on November 16, 1997,%° when the Sales Tax Act 1966°°
was repealed. The import/manufacturing level sales tax was converted into VAT on this date as
well.

Registration

The sales tax registrants! were required to register for VAT by November 16, 1997, while other
firms were given ninety days (starting with November 16, 1997) to do it. Most of the sales tax
registered firms registered for VAT by the due date, while a few others did so only after some
action initiated by the VAT administration. Also, a few new firms came into the VAT net. In all,
the number of VAT registrants on February 13, 1998—the deadline for compulsory registration
for VAT—reached 3025. This number increased gradualy, reaching about 5000 by the end of
the fiscal year 1997/98 (July 15, 1998), around 6500 by the end of 1998, and about 15,000 by
September 1999.%2

Return Submission/Non-filers

According to the VAT law, taxpayers are required to submit returns within twenty-five days of
the expiring of the tax period (a trimester for voluntary registrants and one month for the others).
A large number of taxpayers submit returns within the due date. These returns are being
scrutinized on a regular basis. VAT returns are received in three forms: debit, credit, and zero
returns. Until now, the number of credit returns has been higher than that of debit returns, but

this situation will reverse itself once VAT becomes fully operational.

There are aso non-filers whose percentage varies from month to month. The non-filers are
mainly those small taxpayers (particularly small contractors), whose turnover is lower than the

threshold, but who have nevertheless been registered under the VAT due to the requirement of
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submitting a copy of the VAT registration certificate at the time of bidding government

contracts. These non-filers have been reminded to file their returns.

VAT Visits/Audits

With a view to introducing taxpayers to VAT formalities, VAT officers visited taxpayers both
before and immediately after the introduction of VAT.

VAT officials also visited severa taxpayers a few months after the implementation of VAT, but
this time the objective of their visits was the verification of records. The tax officers have to

prepare reports for each visit and keep them in the taxpayers' filesin the district office.

During the verification vigits, tax officers discovered several errors in the VAT records
maintained by taxpayers. For example, in some cases purchase books and sales books were not
maintained as required, while in others they had not been certified by tax officers. Also, the
taxpayers had used computer accounting systems without prior approval from the tax office, had
not prepared invoices as specified by the VAT regulations, had not printed or stamped the words
“tax invoice” on the top copy, had claimed tax credit on the basis of the second copy of the
invoices, had claimed full credit even when they had used a part of their inputs in producing
exempt supplies, had not charged VAT on goods exchanged through barter systems and had not
recorded such purchases or sales in their books, had claimed import duties as credit, or had not
shown tax paid on telephone bills. Since taxpayers were informed about these mistakes, the

number of errors decreased a few months after the VAT implementation.

Since tax auditing is a new concept in Nepal, severa attempts were made to establish an audit
system. To this view, in March 1998, the VAT Department set up an audit core group in order to
discuss and review audit procedures on a regular basis. This group developed severa criteria for
the selection of taxpayers for audit. After one year of VAT implementation a couple of firms
were selected for a detailed audit. Auditors found several cases of tax avoidance or evasion and

recovered through audits some additional revenue.
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Revenue Collection

VAT generated a revenue of Rs 7,123 million in 1997/98 and revised estimate for 1998/99 is Rs
8,035 million. This tax is expected to generate Rs 10,460 million in 1999/2000, of which Rs
6,050 million will be collected on imports at customs points and the rest from VAT registrants.
This means that about 58 percent of total VAT revenue will be collected from imports and about
42 percent from domestic VAT registrants.

Concluding Observations

The reform process in Nepal that converted the domestic indirect tax system from a nineteenth-
century style system of excise taxes into a modern VAT and excise tax system has been
fundamental in nature. Both the tax policies and the tax administration have had to be

reengineered. The design of the new tax structure and administration took into consideration, the

nature of the economy and the country’s present stage of development.

Many of the issues faced in the design of the indirect tax system and its administration are
common to most poor developing countries that are modernizing their tax systems. This paper

has reviewed several of these issues along with providing the rational for what was adopted in

Nepdl.

Only time will decide whether this reformed tax system will take root and become the foundation
for future improvements, or dide back to the excise tax approach that has historically

characterized taxation in Nepal.
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Appendix 1. Schedule of Activitiesin the VAT Preparation and | mplementation Processin

Nepal.

July 11, 1993

September 1993

March 7- 27, 1994

April 24,1994

May 15, 1994

July 14- 16, 1994

October 30, 1995

December 3, 1995

December 24- 26, 1995

Eighth Five year plan (1992/93- 1996/97) announced a
policy of adopting VAT.

The 1993/94 budget states that VAT will be introduced
within ayear or two.

The VAT Steering Committee and the VAT Task Force are
formed; start of Harvard Institute for International
Development’s Technical Assistance, financed by USAID.
This collaboration with HIID was suspended in 1995,
resumed in February 1996, and continued until September
1997. Beginning with 1997, technical assistance has been
provided by Danish International Development Agency
(DANIDA)

The first VAT training for tax officers takes place in
Kathmandu; since then, courses on VAT have been
organized in various places.

The first VAT interaction program in collaboration with
FNCCI; similar programs have been organized several
times since then.

The first VAT interaction program in collaboration with
Nepal’s Chamber of Commerce. Since then, several
interaction programs have been organized with both Nepal’s
Chamber of Commerce and various district chambers of
commerce and industry from all over the kingdom.

The first VAT training program for the representatives of
FNCCI. Similar programs have been organized severa
times since then.

The VAT steering committee is reconstituted.

The VAT bill is presented to the Lower House of the
Parliament.

VAT bhill is discussed in the Economic Committee of the
Parliament.
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December 27, 1995

December 30, 1995

January 4, 1996

March 3, 1996

March 11- 12, 1996

March 20, 1996

July 16, 1996

August 12 and 20, 1996

September 17, 1996

November 14, 1996

January 24, 1997

The Chairman of the Economic Committee of the
Parliament submits a report on the VAT hill to the Lower
House of the Parliament.

The VAT bill is passed by the Lower House of the
Parliament.

The VAT hill is passed by the Upper House of the
Parliament.

The first VAT interaction program in collaboration with
pharmaceutical associations. Since then, interaction
programs have been held with the maority of commodity
associations.

The VAT training program for journalists is instituted.

The royal ascent is given on the VAT hill.

The conversion of the Sales Tax and Excise Administration
into the VAT Administration takes place.

The VAT interaction program for members of the
Parliament takes place.

The VAT interaction program with the Chartered Accounts
Association begins. Since then many VAT interaction
programs have been organized for several other professional
groups.

A VAT Task Force, with members from the VAT
administration, FNCCI, and the consumer forum is set up.

The Cabinet approves the VAT Regulations.
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March 24, 1997

August 1, 1997

September 21, 1997

November 16, 1997

December 15, 1997

February 13, 1998

April and May 1998

July 10, 1998

September 1, 1998

The Nationad VAT Steering Committee, consisting of
representatives from HMG/N, FNCCI, and Donor is
formed.

The VAT Task Force with members from HMGI/N, as well
as industry and commerce sectors, is formed.

The VAT manual is approved by HMG/N.

The VAT Act comes into force.

A VAT technicd group is formed to solve VAT
implementation problems.

The ninety-day period for compulsory VAT registration is
compl eted.

The government and the private sector representatives
discuss (on several occasions) various tax issues, including
VAT.

Several new provisions regarding VAT are introduced
through the Finance Bill of 1998.

The government and the private sector representatives reach
an agreement—known as “39-points agreement”—on
various tax issues, including VAT.
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Appendix 2. The Date of the Introduction and the Existing Rate(s) of VAT in Different

Countries.

Dateof VAT Tax Rate(s) 1998

Countries Introduction Higher Standard L ower
Rate(s) Rate Rate(s)

EUROPE
(i) EC
Denmark 3 July 1967 25.0
France 1 January 1968 20.6 21,55

(limited VAT 1954)
Germany 1 January 1968 16.0 7.0
The Netherlands 1 January 1969 175 6.0
Sweden 1 January 1969 25.0 6, 12
L uxembourg 1 January 1970 15.0 3,6, 12
Belgium 1 January 1971 21.0 1,6 12
Ireland 1 November 1972 21.0 28,125
UK 1 April 1973 17.5 25,80
Austria 1 January 1973 20.0 10
Italy 1 January 1973 19.0 4,10, 16
Portugal 1 January 1986 17.0 5,12
Spain 1 January 1986 16.0 4,7
Greece 1 January 1987 18.0 4,8
Finland 1 June 1994 22.0 6, 12, 17
(i) Non-EC
Norway 1 January 1970 23.0
Turkey 1 January 1985 23 15.0 1.0
Iceland 1 January 1990 24.5 14.0
Estonia 10 January 1991 18.0
Russia 1 January 1992 20.0 10.0
Uzbekistan 14 January 1992 20.0 10.0
Tajikistan 1 January 1992 20.0
Belorussia 1 January 1992 20.0 10
Ukraine 1 January 1992 20.0
Kazakhstan 1 January 1992 20.0
Moldova January 1992 20.0
Kyrgyzstan March 1992 20.0
Cyprus 1 July 1992 8.0
Slovak Republic 1 January 1993 23.0 6.0
Czech Republic 1 January 1993 22.0 5.0
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Date of VAT

Tax Rate(s) 1998

Countries Introduction Higher Standard L ower
Rate(s) Rate Rate(s)
Hungary 1 January 1993 (1988) 25.0 12.0
Azerbaijan 1 June 1993 20.0 10.0
Armenia 1 July 1993 20.0
Romania 1 July 1993 22.0
Poland 5 July 1993 22.0 12.0,7.0
Turkmenistan 1 November 1993 20.0
Georgia 24 December 1993 20.0 10.0
Bulgaria 1 April 1994 22.0
Lithuania 1 May 1994 18.0 9.0
Switzerland 1 January 1995 7.5 2.3
Liechtenstein 1 January 1995 6.5 2.0
Latvia 1 May 1995 18.0
Malta 1995 (abolished with 15.0 10.0
effect of 1 July 1997)
Albania 1 July 1996 12.5
Macedonia 1 January 1999 24.0 5.0
Crotia 1 January 1998 22.0
Slovenian 1 January 1999
SOUTH AMERICA
Brazil January 1967 Various
rates
Ecuador 1 August, 1970 10.0
Paraguay 1 July 1992 (1968) 10.0
Uruguay 29 December 1972 23.0 14.0
(1968)
Bolivia October 1973 13.0
Argentina January 1975 21.0 10.5
Chile March 1975 18.0
Columbia January 1975 60,45,35,20 | 16.0 8.0, 15.0
Peru 1 November 1981 16.0
(1976)
Venezuela 1 October 1993 325,225 |165
Surinam 1 February 1998 7.0 For
goods and
5 for
services

NORTH AMERICA




Date of VAT

Tax Rate(s) 1998

Countries Introduction Higher Standard L ower
Rate(s) Rate Rate(s)

CostaRica January 1975 15.0 5.0

Nicaragua January 1975 15.0 5,6, 10

Honduras January 1976 10.0 7.0

Panama March 1977 10.0 5.0

Mexico 1 January 1980 15.0 10.0

Haiti November 1982 10.0

Grenada January 1987 27.5 5.0

Trinidad and Tobago | 1 January 1990 15.0

Canada 1 January 1991 7.0

Dominican Republic | 1 June 1992 8.0

Guatemala 1 July 1992 (1983) 10.0

El Salvador 1 September 1992 13.0

Belize April 1996 15.0

Barbados 1 January 1997 15.0 7.5

AFRICA

Ivory Cost January 1960 18.0 10.0

Senegal March 1961 20.0 10.0

Niger 1 January 1986 17.0

Morocco 1 April 1986 20.0 7,12,14

Tunisa 2 June 1988 29.0 17.0 6, 10

Malawi May 1989 40.0 20.0 10.0

Kenya 1 January 1990 17.0 12.0

Mali 1 January 1991 15.0 10.0

Benin 1 April 1991 18.0

South Africa 30 September 1991 14.0

Jamaica 22 October 1991 15.0

Algeria 1 April 1992 21.0 13.0 7.0

Burkina Faso 1 January 1993 18.0

Nigeria 1 January 1994 5.0

Congo 1 April 1994 17.0 5.0

M adagascar September 1994 20.0 5.0

Mauritania 1 January 1995 14.0 5.0

Togo 10 March 1995 18.0

Gabon 1 April 1995 18.0

Ghana 1 March 1995 10.0

1 January 1999

Zambia 1 July 1995 20.0

Uganda 1 July 1996 17.0

Guinea July 1996 18.0
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Date of VAT

Tax Rate(s) 1998

Countries Introduction Higher Standard L ower
Rate(s) Rate Rate(s)
Mauritius September 1998 10.0
Tanzania 1 January 1998
Tunisia 18
OCEANIA
New Zealand 1 October 1986 12.5
Fiji 1 July 1992 10.0
Western Samoa 1 January 1994 10.0
Papua new guinea 1 January 1999
Austraia 1 July 2000 10.0
French Polynesia 1 January 1998 3.0 for| 1.0
services
and 2.0 for
goods
Vanuatu 1 August 1998 125
ASIA
Vietnam 1 July 1973, abolished
soon, proposed from
January 1, 1999
| srael 1 July 1976 17.0 6.5
South Korea 1Jduly 1977 10.0
China 1 January 1994 17.0 13.0
(1 October 1984)
Indonesia 1 April 1985 10.0
Taiwan 1 April 1986 5.0
Morocco April 1986 20.0 14.0,10.
0.7.0
The Philippines 1 January 1988 10.0
Japan 1 April 1989 5.0
Pakistan 1 November 1990 15.0
Bangladesh 30 July 1991 15.0
Thailand 1 January 1992 10.0
Mongolia 1 July 1998 13.0
Singapore 1 April 1994 3.0
Nepal 16 November 1997 10
Sri Lanka 1 April 1998 12.5

Sources: Various publications of the International Bureau of Fiscal Documentation.

56




Endnotes

1

Kwang Choai, “Vaue Added Taxation: Experiences and Lessons of Korea,” Asian-Pacific
Tax and Investment Bulletin 2(6), 1984, p. 231.

Thelist of VAT countriesis given in Appendix 2 to this paper.

A highway improvement fee was introduced in 1992/93, while a hedth tax was
introduced in 1993/94. A liquor control service charge was included in the domestic
indirect tax family in 1996/97. An SAF Game Fee was introduced in 1996/97% abolished
in 1997/98 but reintroduced in 1998/99. A motion picture development fee and a tourism
development fee were adopted in 1998/99.

In 1991/92, a self-removal procedure was introduced on an experimental basis in place of
the physical control system. The new system was to be applied to a few specified items.
Under the self-removal system, no excise inspector was posted at the factory; the
manufacturer could assess excise himself, collect it from the customer, and remove goods
without the prior approval of excise officials. In order to adopt this system, a
manufacturer had to complete such steps as (@) apply to the excise office concerned in the
prescribed manner; (b) keep account of raw materials, semi-processed goods, finished
goods, and goods removed from his warehouses in a prescribed manner; and (c) furnish
information about the ex-factory price of his goods to the chief of the excise office at
least three days before effecting any removal.

The new system, however, was bureaucratic and as result was not attractive to the
manufacturers. Further, under the proposed system they would have to be fully
responsible for excise assessment and payment and could not share the responsibility of
tax evasion, etc. with the excise inspector. The system was complicated as well since the
manufacturers were required to furnish information about the ex-factory prices of their
products to the excise administration before effecting any removal of the goods. As a
result, this system was never put into general operation. Now excises are basically levied
on tobacco products and alcoholic beverages, which are subject to the physical control
system.

In 1992/93, a two-tier system of sales taxes was introduced for selected domestic
products. Under this system, dealers and distributors of nine selected items (i.e., beer,
biscuits, cigarettes, noodles, quality liquors, soft drinks, vegetable oil and ghee, and
woolen yarn) were also required to register for sales tax purposes and collect tax on their
sales. They were given credit for taxes paid on their inputs. Manufacturers of these
products did not have to pay advance saes tax on the import/purchase of their raw
materials, auxiliary raw materials, and chemicals, meaning that in their case the
suspension system was adopted. The scope of the two-tier system was extended to
another five items (cement, iron rods, paints, plain, and corrugated sheets and soap) in
1993/94 when sole distributors or agents of the foreign firms or companies and their
wholesalers aso became liable to register for sales tax purposes. Now all saes-tax-
registered vendors had to pay a sales tax on their imports or purchases from other sales-
tax-registered vendors, meaning that the suspension system introduced in 1992/93 in the
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case of the manufacturers of the nine items mentioned above was discontinued. The tax
paid on inputs was credited against their output tax.

While the new system was expected to broaden the tax base by bringing the value added
a the wholesale/dealer level into the tax net, it was subject to severe criticism by the
business community on the grounds that it was discriminatory, that is, being levied on the
vaue added a the wholesde and deder levels of only a few selected items.
Manufacturers of the items subject to the two-tier sales tax aso faced situations when the
dealers were not registered for the sades tax and did not like to buy goods with an
issuance of an actua invoice. This might have been due to the suspicion that such
information would help tax authorities assess their income tax. This led to a mark-up
system in which the manufacturer price was uplifted by a certain percentage for sales tax
purposes and the dealers were not registered. Margins for sales tax purposes were fixed
arbitrarily and became an issue of controversy. This aso led to double taxation in the
case of sales by registered manufacturers from non-registrants. Because of al these
reasons, the two-tier sales tax was abolished hastily in 1994/95.
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Income and gross domestic product VAT types put additional burdens on investment.
Under the income-type VAT (but not under the gross product one), depreciation is
excluded from the tax base in the following years. This means that the burden of gross
domestic type VAT falls on business investment, causing changes in the techniques of
production, and providing an incentive for the substitution of labor for capital. The
income-type VAT requires the preparation of depreciation tables, demanding additional
effort. Under both the income and gross domestic types, taxpayers may try to classify
capital goods as non-capital goods in order to receive more input tax credits. Both types
complicate tax administration.

According to the VAT Act of 1996, the excess credit must be carried forward to offset
VAT taxes due in cases other than exports and refunded only if the taxpayer has been in
an excess credit position for a period of six consecutive months.
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Schedule of activities in the preparation and implementation of VAT is given in
Appendix 1 to this paper.

Prior to this, the idea of a VAT appeared in afew articles and in the IMF mission reports
in the 1980s. The feasibility of introducing a VAT in Nepal, including an outline of the
structure and operation of a proposed VAT in Nepa and the preparations made for its
introduction were al explored in greater detail in Rup Bahadur Khadka, VAT in Asia and
the Pacific Region, International Bureau of Fiscal Documentation, Amsterdam, 1989,
Chapter 5.

The idea of introducing a VAT in Nepa was further explored by a Harvard
Ingtitute for International Development (HIID) team that visited Nepal under the CAER
(Consulting Assistance for Economic Reform) Project in April- May 1993. Its report
outlined the tax policy and administrative steps that might be considered for
strengthening the tax system of Nepal. In particular, it recommended the establishment of
amodern VAT system with a single rate of tax, few exemptions and excise duties, and a
tax administration benefiting from improved information, collection, and investigative
facilities. Glenn P. Jenkins, Preparing for the Introduction of VAT in Nepal, Harvard
Institute for International Development, May 1993.

Since then VAT task forces and steering committees were formed or reorganized several
times in connection with the preparation and implementation of VAT. The United States
Agency for International Development (USAID) provided financial assistance (under its
CAER-I Project) for the preparation and implementation of the VAT process in Nepal.
Under this project, Harvard Institute for International Development’s technical assistance
began in the fall of 1993. Members of the VAT task force and the HIID consultants
worked together. USAID/HIID assistance was supposed to last until August 1996.

However, in late 1994 a government change took place, and in the beginning the new
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28

29
30

31
32

government did not show the same commitment to implementing VAT. As a result the

activity of USAID was suspended in early 1995. Nevertheless, this government kept the

possibility of introducing VAT open. This made it easy for the new coalition government,

formed in late 1995, to make the decision to introduce VAT. As a consequence, HIID

technical assistance resumed in February 1996 under USAID’s CAER Project for a
period of about eight months. The HIID/USAID assistance was later extended and

continued until the end of September 1997. Assistance for the implementation of the

VAT was continued beyond September 1997 through financing provided by the Danish
government.

It was very difficult to obtain approval for the new organizational and personnel system
from the Ministry of General Administration, which was blocking the work without any

reason.

1 Marg 2054 according to Nepali Calendar.

The Hotel Tax Act of 1961, the Contract Tax Act of 1966, and the Entertainment Tax Act

of 1959 were also repealed on November 16, 1997. The entertainment tax, however,

continued to be levied under the Finance Act of 1997 even after the introduction of the

VAT. Similarly, contractors were given the option to pay the contract tax (under the

Finance Act of 1997) or to come under the VAT regime (in the case of contract signed

before the introduction of VAT).

The number of sales tax registrants was 2045 in mid-Novenber 1997.

VAT registration has been affected by the opposition from the business community. In
response to this opposition, many compromises, including the provision of voluntary
registrants by retailers, were made. As a result the VAT is not effectively implemented at

the dealer and retail points. The exemption of many items from VAT and the increase in

the level of threshold aso has affected registration.
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